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SCARCITY PREMIUM AND SURPLUS DISCOUNT 


NE of the subscribers to our reports wrote us in jest some time ago and 
C) asked why we called the center line on ourreal estate activity chart the nor- 

mal line, as we were practically never on it but always above or below. He 
was right! A check of our figures has shown that during the past fifty years there 
have been only three scattered months when our index was exactly normal. 


Normal is, of course, a statistical abstraction which is rarely exactly reached. 
It is extremely wise, however, to keep uppermost in one’s economic thinking that 
conditions are rarely normal and if they should by chance be normal at the instant, 
this condition will not continue very long. I think this slogan could be framed in 
every business office: 


“Learn to operate in an abnormal 
market or go out of business.” 


Just as real estate activity has seldom been normal, so the selling price of real 
estate has seldom been normal from the standpoint of being the replacement cost 
new less physical and aesthetic depreciation. Generally, properties sell for more or 
less than they are worth. 





Insofar as I know, the terms “scarcity premium” and “surplus discount” were 
first applied consistently to the selling prices of real estate in the reports published 
by our organization. Scarcity premium would be the amount which a buyer would be 
willing to pay in excess of justified value because of the shortage existing in the 
market and the compulsion to buy. Surplus discount, on the other hand, would be 
the amount of a warranted purchase price which the seller would be willing to forego 
in view of the fact that a surplus existed and only properties priced below their 
normal relationship to replacement cost less depreciation would sell. 





The charts published by this organization for a number of years have shown an 
estimate of scarcity premium during the middle and latter forties and of surplus 
discount during the period of the thirties. 


We have recently completed a study of thousands of actual sales made over a 
long period of years where the sales price in each case was compared with the re- 
placement cost new. The difference between the selling price and replacement cost 
new is computed by ages of property and by the year of sale. It was found that in 
1946 (the peak of the housing shortage) new properties sold for as much as one-third 
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above their replacement cost new and properties twenty-five to thirty-five years old 
sold for 40% more than their replacement cost new less normal depreciation. On the 
other hand, in 1933 and 1934 it was found that the actual selling prices on brand 
new properties averaged 9% below their replacement cost and on properties thirty 
to forty years old ran 4% below what would normally be expected from replacement 
cost and normal depreciation. 


In order to show how scarcity premium and surplus discount affected the sell- 
ing prices of real estate in the period from 1925 to the present the chart at the top 
of the opposite page was prepared. This chart shows the additions or deductions 
which must be made from replacement cost new in order to determine the selling 
price of a brand new residential building. It will be noticed that in 1925 and 1926 
scarcity premium from the housing shortage which reached its peak in 1919 and 
1920 was disappearing. The heavy building of the middle twenties brought about a 
balanced market by 1927, and for a period of a few years new properties sold at ap- 
proximately the values which would be expected from their replacement costs. By 
1931, however, economic distress in the United States was reaching the point where 
the demand for housing was contracting and was no longer sufficient to occupy the 
housing supply augmented by many thousands of new units built during the building 
boom of the twenties. As a result, new properties for a period of years were not 
worth what they cost to build and the discount due to the surplus in 1933 and 1934 
reached 9%. 

By referring back to building volume in these years it will be found that in all 
urban areas of the United States we were building less than 100,000 units a year, 
or about 1/10 the amount we were building in the boom of the twenties. The building 
which was going forward at that time was not speculative building. Individuals who 
could afford it preferred to have houses built to their specifications even though the 
cost was higher than the selling price of buildings already built. The very easy 
financing of FHA coming into the latter part of this period resulted in some new 
building, in spite of the fact that surplus discount still existed. From 1940, however, 
until 1943 we were again in a balanced market which changed rapidly after 1943 into 
a scarcity market with a high scarcity premium demanded and paid on new buildings 
which were built at that time. This scarcity premium on new buildings reached 
33% in 1946; in other words, new buildings could be sold at that time for about one- 
third more than their actual cost. From 1946 on, scarcity premium has been drop- 
ping until at the present time it is running about 7%. It is my opinion that it will 
disappear entirely either by the end of 1950 or some time during 1951. 


The lower chart on the page opposite shows scarcity premium and surplus dis- 
count for selected years by age of property. The four lines across the upper portion 
of the chart indicate the amount of scarcity premium being paid during the desig- 
nated year for properties of various ages. Each line refers to the scarcity premium 
for one particular year. It will be noticed from this chart that in 1946 on the aver- 
age the brand new property would bring 33% more than its cost. Scarcity premium 
on older properties, however, rose above this point until for properties from 25 to 
35 years old it amounted to 41% above the depreciated replacement cost new. 


It is quite interesting that older properties would carry a larger scarcity pre- 
mium than newer properties, but the explanation is undoubtedly the fact that during a 
housing shortage people buy shelter and depreciation is not given adequate considera- 
tion. Only when a surplus develops on the market does depreciation receive the 
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weighting that it should naturally have. 


It should be constantly kept in mind that scarcity premium will continue to exist 
only so long as the scarcity exists. Any part of real estate values which has resulted 
from the scarcity will disappear as we re-enter a balanced market some time hence. 


The 1949 line on this chart in contrast with the 1946 line shows the tremendous 
drop we have had in scarcity premium both on new and on older houses. On houses 
25 years old, for instance, it will be seen from the chart and from the table above 
that in 1946 these buildings carried a 41% scarcity premium while in 1949 this had 
shrunk to 4%. 


These figures are also shown on the table at the top of the page. 


This same chart shows the surplus discount which was current in the years 1934 
and 1935. This line representing the surplus discount for these two years is the 
line across the bottom portion of the chart. It will be noticed that this discount 
varied from 9% on new buildings to about 4% on buildings 35 to 40 years old. Itis 
my opinion that a period of surplus will again develop in the middle fifties and it 
seems to me that at that time properties will again sell for a lesser amount than 
would be expected from their replacement cost new less accrued depreciation. If 
this is the case, new building at that time will shrink to negligible proportions. 











